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N DISCUSSING so large a topic as our current economic policies, one must make a choice. I have 
decided to concentrate less on the policies themselves than on their theoretical foundations. 
Policies are always based on some theory. What I shall chiefly try to do, therefore, is to examine 


the economic theory that underlies the major 
economic policies of the new Administration. 


This task has been made relatively easy by the 
policy statement submitted by the Council of Eco- 
nomic Advisers to the Joint Economic Committee on 
March 6. 


The Council’s theory can perhaps be conveyed best 
by reading a few excerpts. According to the Council, 
“the American economy today is beset not only with 
a recession . . . but with persistent slack in production 
and employment, a slowdown in our rate of growth.” 





parity between actual and potential output; in short, 
America faces a problem of secular stagnation. 


The Council informs us that “the problem of un- 
used potential becomes continually more urgent.” 
The gap between actual and potential output has not 
only been growing, but has become very large. The 
gap is said to have been $32 billion for 1960 as a 
whole, Using annual rates, the gap is estimated at $40 
billion for the fourth quarter of 1960 and at $50 
billion for the first quarter of 1961. 


Further, according to the 
Council, “economic recovery 
in 1961 is far more than a 
cyclical problem. It is also a 
problem of chronic slack in 
the economy — the growing 
gap between what we can 
produce and what we do pro- 
duce . . . Especially since 
1955, the gap has shown a 
distressing upward trend.” 


The essential point of this 
theory is that, quite apart 
from the recession, there is 
increasing slack in our econ- 
omy; there is a growing dis- 


This Issue In Brief 


In this Review, Dr. Burns examines the 
economic theory that underlies the major 
economic policies of the Kennedy ad- 
ministration. 

Rebutting the Council of Economic 
Advisers’ policy statement theory that 
there is “increasing slack” in our economy; 
a “growing disparity” between actual and 
potential national output, Dr. Burns says 
there is, in his view, “no chronic slack of 
our economy.” 

Full employment, he says, “is not a 
remote possibility ... it could well be 
reached some 15 or 18 months from now.” 

The “neo-stagnationist” theory now 
used to explain the incompleteness of the 
1958-60 expansion, is, to his mind, “‘quite 
unconvincing.” 





But what, it may be asked, 
is the large and growing gap 
due to? The basic reason, we 
are told, is that there has been 
a retardation of investment. 
The rate of increase in the 
stock of capital per worker 
has been declining. The aver- 
age age of our stock of equip- 
ment has been rising. And 
there has not only been a 
retardation of investment in 
business plant and equip- 
ment, but public investment 
has also been inadequate — 
that is, investment in educa- 


Copyright 1961 by Tax Foundation, Inc., 30 Rockefeller Plaza, New York 20, N. Y. Material may be re-used with proper credit. 


21 








TAX REVIEW, JUNE 1961 





tion, health, research, and development of natural 
resources. 


It follows from the Council’s analysis that if our 
actual output is to approximate our potential output, 
investment in business plant and equipment will need 
to be substantially increased, and so also will public 
investment, especially investment in human beings. 


Furthermore, if we proceed to increase both private 
and public investment sufficiently, our economic po- 
tential itself will rise more rapidly. According to the 
Council, the rate of advance that our economy now 
achieves when it operates at full employment is 312 
per cent per year. This rate will be higher if invest- 
ment is carried out on a larger scale. 


The theory that I have just sketched bears some 
resemblance to the Keynes-Hansen theory of secular 
stagnation, which dominated economic thought dur- 
ing the 1930’s and 1940's. 


Just as Hansen saw secular stagnation as he looked 
back in time, so the Council now sees the recent past. 
And just as Hansen saw secular stagnation as our fate 
in the future, unless appropriate remedial measures 
vere taken in time, so the Council now sees the future. 


Hansen, however, believed that private investment 
was bound to remain inadequate in view of the dis- 
appearance of the frontier, a declining rate of popu- 
lation growth, and a shift from capital-using to capital- 
saving innovations. Hence, he argued that it will be 
necessary to rely heavily on rising governmental ex- 
penditures if we are to escape a chronic condition of 
mass unemployment. 


The Council is far less pessimistic about the pros- 
pects for private enterprise and investment. Not only 
does the Council argue that larger governmental 
spending can and will stimulate private investment, 
but the Council also proposes that some of our tax 
laws be revised in the interest of creating greater 
incentives for private investment. In other words, the 
Council seems to view the private economy as a doz- 
ing giant who, while not capable of realizing his poten- 
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tial through his own efforts, will come fully to life 
again and stay alive if the government does its part 
by spending more and by revising some of the tax 
laws. 


Clearly, the Council’s stagnation theory is gentler 
and less pessimistic than Hansen’s. Indeed, it must 
be regarded as a gay and optimistic theory in the light 
of still older stagnation theories such as Friedrich 
Engels’ or Thorstein Veblen’s. 


When Engels speculated about the future, he saw 
only the continuance of depression and the eventual 
breakdown of capitalism. And when Veblen turned to 
the future, he likewise saw chronic depression from 
which, to be sure, our people would be occasionally 
relieved but only through accidental developments. 


The Council’s diagnosis of the state of our econ- 
omy, despite its stagnationist accent, has none of the 
morbid pessimism of earlier stagnation theories. A 
theory of secular stagnation such as the Council’s 
therefore need not cause anxiety. Viewed coldly, it 
merely provides a warning. And the warning may be 
salutary if there is an empirical basis for the new 
theory. How substantial, then, is the evidence in its 
support? Let us turn to this question. 


An Exceptional Case; No Yardstick 


One piece of evidence cited by the Council is the 
progressive decline of business-cycle expansions in 
the postwar period. The expansion of 1949-53 lasted 
45 months. The expansion of 1954-57 lasted 35 
months. The expansion of 1958-60 lasted 25 months. 
In other words, successive upswings have been pro- 
gressively shorter, and this is a symptom of noncyclical 
or secular slack. 


In judging this evidence, it is necessary to recall 
that the expansion from 1949 to 1953 was dominated 
by the Korean War. This expansion might well have 
been shorter if the war had not lasted so long. 


Historically, wartime expansions have always been 
exceptionally long. Indeed, the expansions of 1861- 
65, 1914-18, 1938-45, and 1949-53 are the longest 
business-cycle expansions that we have had. 


Since the expansion of 1949-53 is clearly an abnor- 
mal case, it is best to put it aside. We are then left 
with the fact that the most recent business-cycle 
expansion was shorter than its immediate predecessor. 
There is nothing remarkable about this fact. Of itself 
it surely provides little reason to expect or to fear 
secular stagnation. 


The Council cites, however, another piece of evi- 
dence — namely, unemployment was approximately 
3 per cent at the peak of business in 1953, but about 
4 per cent at the business-cycle peak in 1957, and 
about 5 per cent at the business-cycle peak in 1960. 
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This evidence seems to suggest that successive up- 
swings are becoming weaker. 


However, as I’ve just noted, the peak in 1953 was 
a wartime peak of activity. We then had an overtime 
economy. It seems more sensible to regard the 3 per 
cent unemployment rate of 1953 as an exceptional 
case than to take it as a yardstick of economic per- 
formance, 


This is as clear when we look back of 1953 as when 
we look forward, for the unemployment rate was 
about 4 per cent at the business-cycle peak of 1948 
just as it was 4 per cent at the peak of 1957. Not only 
that, but the Council itself regards a 4 per cent unem- 
ployment rate as signifying a condition of practically 
full employment. 


It is true that the unemployment rate was appre- 
ciably higher in 1960 than in 1957. This comparison 
is entirely valid. But one instance of higher unemploy- 
ment of itself gives fragile support to the generaliza- 
tion that successive upswings are becoming weaker 
or to the theory that the gap between actual and poten- 
tial output has a distressing upward trend. 


The Council presents still a third piece of evidence. 
This takes the form of a direct measurement of the 
gap between actual and potential output. 


Quarterly figures of the gross national product, 
adjusted for changes in the price level, are taken as a 
measure of actual output. Potential output is then 
measured by a curve which starts at the level of the 
actual output in mid-1955. This curve moves forward 
in time at an annual rate of increase of 312 per cent, 
and it moves similarly back of 1955. 


Why, it may be asked, does the curve depicting 
potential output start in the middle of 1955? The 
reason is that unemployment was then approximately 
4 per cent of the labor force, and the Council regards 
a 4 per cent unemployment rate as a “reasonable 
target for full utilization of resources.” 


And why is this curve of potential output allowed 
to rise at an annual rate of 34% per cent? Because, 
we are told, this rate “represents the rate of advance 
of gross national product (corrected for price changes) 
that our economy now achieves when it operates at 
reasonably full employment.” 


Once the curves of actual and potential output are 
drawn, the gap between them is obtained by subtrac- 
tion. It is this gap which is said to show a distressing 
upward trend, especially since 1955. 


The first and perhaps the most important question 
raised by this arithmetical exercise is why the curve 
of potential output is passed through the middle of 
1955. 


True, the unemployment rate was about 4 per cent 
in mid-1955 and actual output may therefore be taken 
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as equal to potential output at that time. But the 
unemployment rate was about 4 per cent also in the 
second quarter of 1947, in the second quarter of 1957, 
and in other scattered quarters of the postwar period. 
Any one of these quarters or dates could have served 
just as well as mid-1955 for the starting point of the 
3% per cent curve of potential output. 


The results, however, would have been very differ- 
ent. As the Council draws the 32 per cent curve, the 
gap between actual and potential output in 1960 
comes out $32 billion. But if the curve had been 
started in the second quarter of 1957, when we also 
had a full-employment output by the Council’s cri- 
terion, the gap would have been only $20 billion. 


And if the curve had been started in the second 
quarter of 1947, when we likewise had. a full-employ- 
ment output, the gap would have vanished. In fact, we 
would then have to say that actual output in 1960 
exceeded potential output by more than $2 billion. 


Depends on Date Where Curve Starts 


It is plain from these calculations that if we merely 
vary the starting point of the 344 per cent curve, and 
do so without departing from the Council’s logic, we 
can easily draw a more encouraging picture of the 
recent past than the Council has drawn. 


Thus far I have followed the Council in assuming 
that our potential output has been growing at a 342 
per cent annual rate. I do not question the plausibility 
of this figure, but neither would I question the plausi- 
bility of a somewhat lower or a somewhat higher 
figure. We must reckon with the uncomfortable fact 
that small differences in the growth rate are capable 
of making a very large difference in projections of 
national output. 


The Council has not described the precise deriva- 
tion of its 34% per cent growth rate. It seems clear, 
however, from what the Council does say that it did 
not use a method that is particularly appropriate on 
its own economic logic. 


If it be assumed that a full-employment output 
exists when the unemployment rate is 4 per cent, then 
every figure of the gross national product at times 
when unemployment is at this level must express a 
full-employment output. A curve linking such figures 
will then automatically show the rate at which re~’ 
output advances when our economy operates at rea- 
sonably full employment. 


Unhappily, however, numerous pairs of such fig- 
ures can be found in the postwar period, and some 
pairs yield a growth rate of less than 32 per cent 
while others yield a higher rate. 


Let me comment on one of the more decent calcu- 
lations of this type. As previously noted, we had a 
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4 per cent unemployment rate in the second quarter 
of 1947 and again exactly ten years later. Between 
these two dates, our output grew at an average annual 
rate of 3.9 per cent—which is higher than the growth 
rate of potential output estimated by the Council. 


Let us now see what happens when this 3.9 per 
cent curve is carried forward to 1960. At first blush, 
it might appear that the gap between actual and poten- 
tial output would exceed the $32 billion figure com- 
puted by the Council. In fact, however, the gap turns 
out to be only $26 billion. 


This illustrative calculation shows, once more, that 
it makes a good deal of difference whether the curve 
of potential output is started at one date or another. 
By starting the curve of potential output in the second 
quarter of 1957 instead of mid-1955, it is possible to 
convey, first, that the upward trend of the gap is 
smaller than the Council found, second, that the gap 
has lasted a shorter period, third, that all this is true 
despite the assumption of an appreciably higher 
growth rate of potential output than the Council 
estimated. 


Evidence Rests on One Fact 


This concludes what I have to say about the Coun- 
cil’s evidence in behalf of its theory. I hope that I 
have not left the impression that the new theory of 
secular stagnation is utterly without foundation. That 
would not be true. This theory is tied to some actual 
experience. But when the evidence is examined, it 
turns out to rest fundamentally on one fact, namely, 
that the business-cycle expansion of 1958-60 was ex- 
ceptionally short and incomplete. When the expansion 
ended, our economy was still some distance from full 
employment. 


I do not question the importance of this fact. Nor 
do I question its disturbing character. But I do ques- 
tion what inference can properly be drawn from this 
solitary fact. 


I would urge two things. First, a theory which has 
such a slender foundation in experience must be 
viewed somewhat skeptically. Second, there is a better 
explanation of what happened between 1958 and 
1960 than is offered by the neo-stagnation theory 
which of late has become quite fashionable. 


Let us note, to begin with, that economic recovery 
proceeded very briskly until the spring of 1959. Be- 
tween the first quarter of 1958 and the first quarter 
of 1959 the nation’s physical output rose by 8 per 
cent. Between mid-1958 and April 1959 the rate of 
unemployment also fell sharply—from about 7% to 
almost 5 per cent. 


- But soon thereafter a sharp retardation of eco- 
nomic growth set in. The expansion of business activ- 
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ity terminated in May 1960, having run its course in 
only two years and stopping at a time when the econ- 
omy was still some distance from a full employment 
level. 


Many factors undoubtedly contributed to the un- 
satisfactory character of the business-cycle expansion 
from 1958 to 1960, but I believe that three develop- 
ments were decisive. 


First of all, we had a violent shift in Federal fi- 
nances. Between the first quarter of 1959 and the 
third quarter of 1959 the Federal cash deficit, allow- 
ing for seasonal factors, fell from an annual rate of 
$17 billion to $2 billion. By the second quarter of 
1960, we were already operating with a surplus at an 
annual rate of $7 billion. Thus, in a period of little 
more than a year, we had a turnaround in Federal 
finances of about $24 billion. 


This was undoubtedly one of the very sharpest 
shifts of Federal finance in our nation’s history. 


Second, the fiscal restraint on general economic 
expansion was accompanied—indeed preceded—by a 
tightening of credit conditions. 


By mid-1959 commercial banks were already in 
debt at the Federal Reserve to the tune of $1 billion. 
The money supply stopped growing. Demand deposits 
diminished by nearly $4 billion between July 1959 
and May 1960. Interest rates rose sharply, both on 
short-term and long-term loans. Indeed, long-term 
rates advanced faster than during a comparable stage 
of any business cycle during the past hundred years. 


Still a third factor contributed significantly to the 
incompleteness of the expansion of 1958-60, namely, 
the protracted steel strike in the second half of 1959. 


Anticipations of the strike first led to a sharp build- 
up of inventories and a boom psychology in the spring 
and early summer of 1959. 


Once the strike came and continued to drag on, it 
caused both concern and confusion in the business 
community and led to some hesitation in placing 
orders for investment goods. The strike also led to 
some confusion in governmental circles and pre- 
vented early recognition, which otherwise might well 
have occurred, of the magnitude of the restraints 
that were being imposed by our government on eco- 
nomic expansion. 


And when the strike finally ended, many business 
concerns—having in the meantime had an extraordi- 
nary stimulus and opportunity to re-examine their 
inventory policies—proceeded to practice new econo- 
mies in managing their inventories. 


In all these ways the steel strike contributed to 
an early end of the expansion which commenced in 
the spring of 1958. 
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If this sketch of the background of the recession 
is anywhere near the mark, we must attribute the 
incompleteness of the expansion of 1958-60 partly 
to the steel strike but even more to our governmental 
policies of restraint. 


To be sure, these policies were designed to prevent 
further inflation and to restore confidence, both at 
home and abroad, in the management of our national 
finances. I have no doubt that these policies were 
sound and even essential. But, as happened in the 
event, they were pushed with excessive vigor and 
they were not checked in time. 


On my reading of recent history, the neo-stag- 
nationist theory which is now being widely used to 
explain the incompleteness of the expansion of 
1958-60 . is,.. therefore, ..quite. unconvincing. .To.. be 
sure, Our economy faltered, so to speak, prematurely. 
But the early onset of recession was due to special 
factors, to factors of a kind that need not be repeated, 
rather than to some permanent or growing weakness 
of our economy. 


I have dwelt on two very different interpretations 
of economic developments in recent years. These in- 
terpretations necessarily have different policy im- 
plications. 


Distinctions That Are Vital 


~~ — 


On the basis of the Council’s interpretation, and 
to use its own language, “we face a stubborn prob- 
lem of chronic slack, and the road to full recovery 
is a long one.” 


On the basis of my interpretation, there is no 
chronic slack of our economy. The problem of recov- 
ery that we face is not very different from that which 
we faced in 1949 or in 1954 or in 1958. Full employ- 
ment is not a remote possibility. On the contrary, it 
may well be reached some fifteen or eighteen months 
from.now. sett 


In view of its interpretation of recent history, the 
Council logically concludes that “the expansionary 
effects of government programs will be welcome even 
if they occur well after the recession has been re- 
versed.” 


I believe, on the other hand, that the mildness of 
the recent recession supports the thesis that the 
underlying forces of economic expansion are strong 
and that they have of late been only temporarily 
suppressed. I believe that signs of economic recovery 
are already here and are rapidly multiplying. In view 
of this fact and in view also of the substantial in- 
creases of Federal spending that were initiated in the 
closing months of the Eisenhower Administration 
and the further increases that have been set in motion 
by President Kennedy, I think that we would be court- 





ing inflation and a gold crisis if we now arranged 
new governmental spending programs so that they 
would mature when the economy is already advancing 
without them. 


If we accept the Council’s view that “we face a 
stubborn problem of chronic slack,” the distinction 
between governmental spending to spur recovery and 
governmental spending to spur long-term growth be- 
comes unimportant, and the same might be said of 
the distinction between governmental spending to 
promote social welfare and spending to promote eco- 
nomic growth. 


On the other hand, if my diagnosis of the state of 
our economy is correct, these distinctions are vital. 
Thus, I would hold that improved medical care of the 
aged, however desirable it may.be in the interests. of 
human welfare, will do little or nothing to improve 
economic efficiency or to accelerate long-term growth, 
and that it is entirely misleading to favor better med- 
ical care of the aged, as is now being done, on the 
ground that it will also promote long-term growth. 


Again, I would grant quickly that a liberalized 
social security program, such as President Kennedy 
advanced in his Economic Message to the Congress, 
would help to speed economic recovery. But I must 
go on and point out that the same can be said of any 
type of governmental deficit spending. Since the lib- 
eralization of the social security program is designed 
to be a permanent reform, rather than to serve merely 
as an anti-recession aid, I think that it is a mistake 
to advance such a program in the guise of a recovery 
measure. The Congress should pass this legislation 
only after full deliberation indicates that it is likely to 
promote the national welfare in the long run, and 
not merely in the months immediately ahead. 


Once again, on the basis of the Council’s analysis 
of the state of our economy, the problem of accelerat- 
ing economic growth requires that we undertake 
greater public and private investment expenditures. 
I would readily grant this general proposition. How- 
ever, the problem of accelerating long-term economic 
growth is excessively simplified when we suppose 
that it will be resolved merely by greater investment 
outlays. 


Once aggregate spending is sufficient to maintain 
full employment, the rate of economic growth must 
depend principally on the rate at which economic 
efficiency increases. 


Efficiency and productivity are undoubtedly pro- 
moted by some types of investment, but they can also 
often be promoted without any additional outlays or 
even with reduced outlays. We need think only of 
the restrictive practices that abound in construction 
work, in railroading, in agriculture, and in many of 
our manufacturing concerns. 
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I think that if we seriously want to accelerate eco- 
nomic growth, we will need to remove many of these 
impediments to efficiency, whether they arise from 
careless business management, or from the coercive 
power of trade unions, or from governmental legis- 
lation itself. 


In the course of my remarks I have tried to indicate 
how a difference in interpretation of recent economic 
developments will lead to some differences with re- 
gard to economic policy. But I want to guard against 
any exaggeration of these differences. 


Not Sound in Dealing with a Recession 


Let me say at once that I see considerable merit 
in many of the proposals that the President has ad- 
vanced for dealing with the recession. 


I applaud his vigorous efforts to speed tax refunds, 
to enlarge the distribution of surplus foodstuffs to the 
needy, to speed early payment of dividends on vet- 
erans life insurance, to accelerate governmental lend- 
ing under existing programs, to speed procurement 
which has already been scheduled, and to accelerate 
construction work which is already under way. 


I admire the President’s appeal for prompt enact- 
ment of a temporary program for extending the 
duration of unemployment insurance benefits. The 
Congress has already acted favorably on this request 
and I hope that the Congress will go further and 
enact, as the President has recommended, a perma- 
nent unemployment insurance law for coping with 
recessions. 


I also feel encouraged by the new Administration’s 
recognition of the need to revise some of our tax laws 
in the interest of stimulating private enterprise and 
investment. I look forward hopefully to legislation 
along these lines. 


But while I find the greater part of the President’s 
recovery program entirely congenial, I am unable— 


* * 
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as I have already stated—to regard liberalized social 
security programs, even though spending on them 
can get under way promptly, as sound measures for 
dealing with a recession. 


I also doubt the wisdom of proposing a substantial 
increase of the minimum wage at a time of recession. 
I do not regard a lifting of the minimum wage as a 
useful anti-recession device, particularly at a time 
like the present when we are having a serious balance- 
of-payments problem. 


Nor am I able to accept without some reservations 
the view that greater Federal investment in education, 
health, housing, research, and resource development 
is desirable in the interest of accelerating the nation’s 
long-term economic growth. I think that some of these 
types of expenditure may be justified on grounds 
of social welfare and that others may be justified on 
grounds of economic efficiency, but I fail to see how 
all of them can accelerate the nation’s long-term 
economic growth merely because we now call them 
investment. 


Nor am I able to accept the view that new and 
larger governmental spending programs on education, 
health, housing, research, and resource development 
should be welcomed even if they materialize well 
after the recession has been reversed. This particular 
view rests precisely on the stagnationist theorizing 
that I have taken some pains to scrutinize. 


I have been forced by the nature of the topic on 
which you have invited me to speak to make some 
critical remarks on the economic thinking and policies 
of the new Administration. But I also have found 
much to commend. 


I deem it only proper to conclude by saying that 
the Administration has avoided extreme economic 
views, that it has in no way shown hostility to business 
enterprise, and that the economic moves actually 
taken by the Administration have been more prudent 
than some of its economic rhetoric has at times sug- 
gested. 








